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Interestonreservesallowsthe
FederalReservetopursueanappropriate
monetarypolicyevenwithahighlevelof
excessreserves.However,abankingsystem
flushwithexcessreservescanraisetheriskof
monetarypolicygettingbehindthecurve.
Inrecentmonths,theleveloftotalreservesheldbydepository
institutions(DIs)intheUnitedStateshasbeenconsistentlyabove$1
trillion.Ofthis,requiredreserveshavebeenlessthan7percent.Inthe
fiveyearspriortoSeptember2008,totalreservesfluctuatedbetween
$38billionand$56billion,andrequiredreservesfluctuatedbetween
80percentand99percentoftotalreserves.Hence,therecentlevel
ofreservesrepresentsadramaticchangefrompreviousexperience.
Therehasbeenmuchdebateabouttheimplicationsofhighlevelsof
reservesfortheeconomyandhowmonetarypolicyisconducted.In
thisEconomicBrief,webringattentiontotheconsequencesofthese
largereservebalancesfortheFederalReserve’sabilitytoadjustits
policystanceinatimelymanner.
Severalfactorshelptoexplainwhytodaythelevelofreservesissohigh
byhistoricalstandards.InSeptemberandOctober2008,risklessmarket
interestratesfellatallmaturities.Sincetheselowerinterestratesalso
representedaloweropportunitycostofholdingreserves,DIsmoved
toholdinghigherlevelsofreserves.Inaddition,theweakenedcondition
ofmanyDIsandthefinancialsystemasawholecausedanincreasein
demandforthemostliquidassets,suchasreserves.TheFedaccommo-
datedthisbyincreasingthesupplyinanefforttomaintainitsinterest
ratetarget.Whiledemand-relatedfactorsplayedaroleintheinitial
buildupofreserves(approximately$140billion),thelion’sshareofthe
increaseresultedfromanunprecedentedexpansionoftheFed’sbalance
sheetandtheabilitytopayinterestonreserves(IOR).Beginninginthe
fallof2008,theFedbeganpayingIORatarateapproximatelyequalto
theovernightinterbankinterestrate.Bypayinginterestonreserves–
includingexcessreserves–theFedessentiallyeliminatedtheopportu-
nitycostofholdingexcessreserves.
Atthehighlevelsofexcessreservesthathaveprevailedsincethen,
banksareonanalmostperfectlyelasticportionoftheirdemandcurves
–meaningthatquantitiesdemandedarehighlysensitivetochanges
intheinterestrate.ThustheFedcanmakethequantityofreserves
aslargeasitwisheswithlittleornoeffectonmarketinterestrates.1
Duringthefinancialturmoilof2008and2009,theFed’spursuitof
lendingprogramsandsecuritiespurchaseprograms(asdescribed
byFederalReserveBoardChairmanBenBernanke2)resultedinthe
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creationofamassivequantityofreserves.3Severalinterestingpolicy
issuesareraisedbythelargequantityofreserves:
•The“mismatch”betweenassetsandliabilitiesontheFed’sbalance
sheetimpliesvolatilityinitsearningsthatmayhaveeconomic,
andperhapsmorelikelypoliticalimplications.
•TheassetsideoftheFed’sbalancesheetshowstheFedtohave
takenlargepositionsinparticularsectors(housing)andinstitutions
(AIG),whichisunprecedentedandmaycarrywithitadditional
politicalrisks.
•Incontrasttothepredictionsofsimpletheories,theIORratehasnot
actedasaflooronthefederalfundsrate.Itisnowwell-understood
whycertaininstitutionalfeaturesofthefedfundsmarketandthe
IORprogramshouldpreventtheIORratefromactingasafloor,but
theprecisedeterminationofthefedfundsrateinthisenvironment
remainspoorlyunderstood.
Thesearecomplexissuesthathavereceivedcarefulattentioninpolicy
circles.Ourconcernisinsteadanissuethathasreceivedmuchless
attentionbutthatwethinkisimportantforpolicymakerstokeepin
mind.Becausemonetarytheoryoftendescribesbankreservesasthe
“rawmaterial”bywhichnewmoneyand,eventually,inflationiscreated,
itistemptingtoworrythatthelargequantityofreservesinherently
representsinflationarypressure.Asmanywritershaveexplained,this
isnotthecase.4 Theabilitytopayinterestonreservesmeansthatthe
Fedcanpursueanappropriate(non-inflationary)interestratepolicy
whilemaintainingalargequantityofreservesinthebankingsystem.
Ontheotherhand,ourviewisthatthelargequantityofreservesdoes
representanincreaseddangerforpolicymakersofgettingbehindthe
curve.Thatis,whilethelargequantityofreservesdoesnotprevent
theFedfromconductingappropriatepolicy,itdoesraisetheriskthat
aninattentivepolicymakerwillbetooslowtorespondtochanging
economiccircumstances.Furthermore,policymakersmayneedtolook
atdifferentindicatorsthaninthepastinordertoavoidfallingbehind
thecurve.
Asisstandardintheliteratureonthemonetarytransmissionmechanism,
wetaketheviewthatonesymptomofexcessivelyloosemonetarypol-
icywillbeanunwarrantedincreaseinthequantityofbankloans,and
thusanincreaseinthequantityofdeposits,or“insidemoney.”Ifthe
quantityofexcessreservesinthebankingsystemweresmall–say,zero
–itwould,ofcourse,stillbepossibleformonetarypolicytobetoo
loose.Supposethebankingsystemasawholewantedtoincreaselending.
Atfirstitwouldbethwartedbythelackofexcessreserves:Increasing
loansmeanscreatingdeposits,anddepositsrequirereserves.Toincrease
reserves,anindividualbankhasseveraloptions;itcansellassets,raise
deposits,borrowintheinterbankmarket,orissuesecurities.Although
otheravenuesmightfundsomeoftheexpansion,itseemslikelythat
bankswouldwanttofinancelong-termcommercialandindustrialloans
inlargepartthroughdeposits.Butincreasingdepositstakestime.The
bankhastoofferbetterratesandinvestorsonlyturntodepositsgradually.
Thus,thepolicymakerhassometimetopickupthesignalsindicating
thattheeconomyisimproving.
Furthermore,amongthosesignalsistheincreaseinreservesthatoccurs
becausethecentralbankmustperformopenmarketpurchasesinorder
topreventshort-terminterestratesfromrising.5 Ultimately,theentire
bankingsystemwouldhavetheabilitytoincreaseloansbecausethe
Fedwouldhavecreatedadditionalreserves.Andatsomepointinthe
process,appropriatemonetarypolicywouldrequireadjustingthe
short-terminterestratetarget.Absentthatadjustment,monetary
policywouldfallbehindthecurve.6
Inthecurrentsituation,theabovestoryisalteredslightlybutinan
importantway.Ifindividualbankswanttoincreaselending,they
candosowithouthavingtosellassets,raisedeposits,orissuesecurities.
Andforthebankingsystemasawholetoincreaselending,noaccom-
modationfromtheFedisnecessary.Thehighlevelofexcessreserves
meansthatbanksinaggregatedonotneedtoincreasetheirreserves
beforecreatingloans(anddeposits);theycansimplydrawdowntheir
excessreserves.
Thefactthatthebankingsystemcancreatelargequantitiesofloans
anddepositswithouttheFed’sinvolvementhastwoimportantimplica-
tions.First,monetaryexpansionhasthepotentialtooccurmorequickly
whenthelevelofexcessreservesishigh.Second,theFedwillnotgetits
usualsignalsthatsuchanexpansionisunderway.
Onemightconcludethatitwouldbe“better”ifthequantityofreserves
werelower.Thereisindeedariskassociatedwithhighlevelsofreserves,
butthatriskwouldneedtobeweighedagainstotherknownbenefits
inevaluatingwhetherhighlevelsofreservesaredesirable.Aprimary
benefitofhighlevelsofreservesinvolvestheefficiencywithwhich
thepaymentssystemoperates.Asindicatedabove,thedifferencebe-
tweenovernightmarketinterestratesandtheinterestrateonreserves
representstheopportunitycosttoDIsofholdingexcessreserves.In
accordwithawell-knownargumentbyMiltonFriedman,becauseex-
cessreservesareessentiallycostlessforsocietytocreate(theFedcreates
themaselectronicaccountingentries),itisoptimalforDIstofaceazero
costofholdingreserves.Thus,interestonreservesenhancespayments
systemefficiency.7 Inaddition,toalargeextent,reservesarethecoun-
terpartoftheFed’slendingandsecuritiespurchaseprogramsmen-
tionedabove.Whilethoseprogramsarecontroversial,theydohave
manysupportersandthoseprogramshaveeffectivelybeenfundedeB10-03
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byhighlevelsofreserves.
Takingasgiventhelevelofreserves,animplicationofourargumentis
thattheFedoughttobeparticularlyattunedtothedivisionofreserves
between“required”and“excess”(whichisavailableatatwo-week
frequency).Ifpolicymakersobserverapidconversionofexcessreserves
intorequiredreserves,itcouldindicateabank-inducedmonetary
expansionthatwarrantsatleasttheconsiderationofaninterest-rate
targetincrease.UndertheFed’spreviousoperatingprocedures,which
involvedaverylowlevelofexcessreserves,thedivisionofreserves
betweenrequiredandexcesswaslargelyignored.Inpresentcircum-
stancesitshouldbecomeoneofthestandardindicatorsforpolicymakers
towatch.
Inthesameway,banklendingbecomesamoreimportantindicator.
Inflationarypressuresmighthaveshownupinbanklendinginthepast
aswell.However,intheabsenceofhighexcessreserves,aslending
pickedup,theFedwouldbeforcedtocreatenewreservesinorderto
maintainitsinterestratetarget.Thisisnolongertruewithhighlevelsof
excessreserves.Forthisreason,theFedwouldhavetorelymoreheavily
onbanklendingasanindicator.Additionally,aswearguedbefore,bank
lendingcouldrespondmorequicklytochangesineconomicconditions
anditthusseemsespeciallyimportantthatitbecloselymonitored.
Onefactorthatmaylimittheriskassociatedwithhighlevelsofreserves
isthecapitalpositionofbanks.Regulatorycapitalrequirementsrequire
bankstoholdcapitalagainstloans.Holdingreservesinsteadofloans
raisesbanks’capitalratios.eventhoughexcessreservescanbeturned
intoloansanddeposits(andthecorrespondingrequiredreserves)po-
tentiallyveryquickly,bindingcapitalrequirementswouldindependently
restricttheabilityofbankstomakenewloans.8 Whiletheloansmay
eventuallybecreated,raisingcapitaltakestime,delayingtheprocess
andallowingthepolicymakertogatherrelevantinformationtodesign
anappropriateresponse.
Insummary,whenthelevelofexcessreservesishigh,thebankingsystem
hastheabilitytocreatelargequantitiesofnewloansanddepositswithout
puttingpressureondepositratesandwithouttheFedcreatingaddi-
tionalreservesthroughopenmarketoperations.Highexcessreservesdo
notrepresentinherentinflationarypressure,becausetheFedcanraise
theinterestrateonexcessreservestolimitanyinflationaryincreasein
loansanddeposits.Nonetheless,alargequantityofexcessreservesdoes
representpotentialinflationaryriskstowhichthepolicymakermust
beattentive.Thegreaterthelevelofexcessreserves,thegreateristhe
bankingsystem’sabilitytoexpandquicklyandthegreateristherisk
ofmonetarypolicyfallingbehindthecurve.Withaveryhighlevelof
excessreserves,itisincumbentuponthepolicymakertomovewith
alacrityinraisinginterestratesastheeconomystrengthens,andto
carefullymonitorbanklendingandthebehaviorofrequiredand
excessreserves.
Beforeclosing,weshouldemphasizethatwearenotadvocatingany
immediatepolicychange.Inparticular,wearenotadvocatinganabrupt
policyactionofthesortthatoccurredin1936-1937,whentheFed
raisedreserverequirementspartlyinordertosoakupalargequantity
ofexcessreserves.Ithaslongbeenarguedthattheincreaseinreserve
requirementsresultedinasubstantialpolicytightening.9 Insteadwe
arepointingoutthattoday,asin1936,thepotentialforthebanking
systemtocreateinflationarypressureswithoutFedinterventionisgreater
thanitwouldbewithasmallquantityofexcessreserves.In1936theFed
mayhaveerredonthesideofexcessivetightness.Ourconcernisthat
theFedshouldnotmaketheoppositemistakeinthecomingyears.
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